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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned a deficiency of
$10, 756 in petitioners’ 1995 Federal inconme tax and an accuracy-
related penalty in the amobunt of $2,151 pursuant to section 6662.
Unl ess otherw se indicated, all section references are to the

I nternal Revenue Code in effect for the year at issue, and al



Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

The issues remaining for decision are: (1) Whether
petitioners are taxable on distributions totaling $38,117 from
the termnation of a life insurance policy and an endowrent
policy; (2) whether petitioners are entitled to deduct interest
on anmounts borrowed agai nst these two policies; and (3) whether
petitioners are |liable for an accuracy-related penalty for a

substanti al understatenent of incone tax.!?

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which are so
found. The stipulation of facts with attached exhibits is
i ncorporated herein by this reference. Wen they petitioned the
Court, petitioners were married and resided in Dallas, Texas.

In 1986, petitioner husband purchased a single premumlife
i nsurance policy fromFirst Colony Life Insurance Co. (First
Col ony), paying a single prem um of $25,000. On March 8, 1988,
petitioner wife purchased a single prem um endowrent policy from
Nati onal Western Life Insurance Co. (National Western), paying a

singl e prem um of $50, 000.

! Petitioners stipulated that they failed to report taxable
interest inconme in the amount of $26 on their 1995 joint Federal
i ncome tax return.
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Each of the policies permtted the owner to borrow generally
up to the amount of policy cash value, using the policy as
security. [Each contract required paynent of a specified rate of
i nterest on anounts borrowed, with any accrued but unpaid
interest to be added to the loan and to bear interest at the sane
rate. Each contract provided for the termnation or |apse of the
policy when the total [oan, including unpaid interest, exceeded
the policy cash value (the value of the single prem um
accunul ated with interest |less certain specified charges).

Because of financial hardship and in order to pay personal
living expenses, petitioners each borrowed the maxi num al | owabl e
anpunts against their policies. They each failed to conpletely
repay these loans or interest thereon, resulting in the
term nation of each policy in 1995.

When First Colony term nated petitioner husband s policy,
hi s out standi ng | oan bal ance, exclusive of certain unpaid
interest, was $39, 403.63. The policy had a cash val ue of
$39, 843. 11, and a cash surrender val ue of $439. 48
($39, 843. 11 m nus $39,403.63). Upon term nation, First Colony
sent petitioner husband a check in the amobunt of the cash
surrender value ($439.48). First Colony al so issued petitioner
husband a Form 1099-R, reflecting a taxable gain of $14,843.11
whi ch t he conpany conputed as the cash val ue of $39, 843. 11, |ess

his investnment in the contract of $25, 000.



When National Western term nated petitioner wife's policy,
her outstandi ng | oan bal ance was $73,274.49. National Wstern
i ssued petitioner wife a Form 1099-R, reflecting a taxable gain
of $23, 274.49, which the conpany conputed as the outstanding | oan
bal ance of $73,274.49, less her investnment in the contract of
$50, 000.

On their 1995 joint Federal incone tax return, petitioners
reported no taxable distributions fromtheir term nated insurance
policies. Respondent determ ned that petitioners had incone of
$14,843 fromthe First Col ony policy and $23,274 fromthe

Nat i onal Western policy.

OPI NI ON

In general, with exceptions not applicable here, any anount
which is received under a |life insurance contract or endowrent
contract before the annuity starting date and which is not
received as an annuity is included in gross incone to the extent
it exceeds the investnent in the contract. Sec. 72(e)(1) (A,
(5 (A, (©. The investnent in the contract is defined generally
as the aggregate anount of prem uns or other consideration paid
for the contract | ess aggregate anounts previously received under
the contract, to the extent they were excludable from gross
i ncone. Sec. 72(e)(6).

The derivation and conputation of the anobunts reported on

the Fornms 1099-R by First Col ony and National Wstern upon



term nation of petitioners’ policies are not in dispute. The
only issue is whether these anounts are includable in
petitioners’ gross inconme as anmounts received within the neaning
of section 72(e).

Noting that very little cash was paid directly to them upon
cancel lation of the policies, petitioners argue that the anounts
at issue represent nerely “paper transactions” on the books of
the i nsurance conpani es. They argue that, in borrow ng agai nst
the policies, they were borrow ng their own noney, and that
capitalized interest on the loans nerely increased their
investnents in the contracts. W disagree.

Petitioners’ insurance contracts, by their terns, treated
the policy loans, including capitalized interest, as bona fide
i ndebt edness. For Federal incone tax purposes, their policy
| oans constituted true | oans, rather than cash advances, and were
not taxable distributions when received. See Mnnis v.

Commi ssioner, 71 T.C. 1049, 1057 (1979).2 The capitali zed

interest on these loans is properly treated as part of the

principal of this indebtedness. See Allan v. Conm ssioner, 86

2 Subsequent to the decision in Mnnis v. Conm ssioner, 71
T.C. 1049 (1979), which dealt specifically with | oans under an
annuity contract, Congress enacted sec. 72(e)(4), which generally
treats | oans under annuity contracts as taxable distributions.
Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. 97-248,
sec. 265(a), 96 Stat. 544. Loans under |ife insurance contracts
and endowrent contracts (other than nodified endowrent contracts)
are excepted fromthis treatnent. See sec. 72(e)(5)(A) (i).
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T.C. 655, 661-667 (1986)(advances for interest that were added to
t he nonrecourse nortgage principal, pursuant to the terns of the
nort gage, constituted a true debt obligation), affd. 856 F.2d
1169 (8th Cr. 1988).

When petitioners’ policies termnated, their policy |oans,
including capitalized interest, were charged agai nst the
avai |l abl e proceeds at that tine. This satisfaction of the |oans
had the effect of a pro tanto paynent of the policy proceeds to
petitioners and constituted inconme to themat that tine. See

Mnnis v. Conm ssioner, supra at 1056 (dictum; Caton v.

Conmi ssioner, T.C. Meno. 1995-80; Dean v. Conm ssioner, T.C.

Meno. 1993-226. A contrary result would permt policy proceeds,
i ncludi ng previously untaxed investnment returns, to escape tax
al together and finds no basis in the | aw

Petitioners argue that if the distributions on the
term nated i nsurance policies are taxable, then they should be
al l oned an offsetting deduction for interest paid on the policy
| oans. Deductions are a matter of |egislative grace, and
petitioners bear the burden of showing that they are entitled to

t he clai ned deductions. Rule 142(a); I NDOPCO, Inc. V.

Comm ssioner, 503 U.S. 79, 84 (1992). Section 163(a) generally

allows as an interest deduction all interest paid or accrued
wi thin the taxable year on indebtedness. As an exception to this

general rule, however, in the case of a taxpayer other than a



corporation, section 163(h) generally disallows any deduction for
“personal interest”, defined to include any interest expense that
does not fall within one of the five categories listed in section
163(h)(2). These categories may be described generally as (1)
trade or business interest; (2) investnment interest; (3) interest
used to conpute passive incone or |loss; (4) qualified residence
interest; and (5) interest payable on certain deferred estate tax
paynments. Petitioners have presented no evidence to show t hat
the interest expenses in question fall within any of these five
enunerated categories. To the contrary, petitioner husband
testified at trial that he borrowed against his life insurance
policy “for no other reason than to live in the absence of a
job.” On brief, petitioners reiterate that this was their reason
for borrow ng against their policies. W conclude, therefore,
that the interest expense in question was nondeducti bl e personal
i nterest.

Rel ying on an exception in section 264(c)(3), petitioners
argue that their interest expenses are not subject to
di sal | owance under section 264(a)(2), which generally disallows
i nterest deductions on indebtedness incurred or continued to
purchase or carry a single premumlife insurance, endowrent, or

annuity contract.® 1t appears that neither the general rule of

3 SEC. 264. CERTAIN AMOUNTS PAID | N CONNECTI ON W TH
| NSURANCE CONTRACTS.
(continued. . .)
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section 264(a)(2) nor the cited exception applies to the case at

hand. 4 Because we have concl uded that the interest in question

3(...continued)
(a) Ceneral Rule.--No deduction shall be allowed for--

* * * * * * *

(2) Any anount paid or accrued on indebtedness incurred
or continued to purchase or carry a single premumlife
i nsurance, endownent, or annuity contract.

(3) Except as provided in subsection (c), any anount
paid or accrued on indebtedness incurred or continued
to purchase or carry a |life insurance, endownent, or
annuity contract (other than a single prem um contract
or a contract treated as a single prem um contract)
pursuant to a plan of purchase which contenplates the
systematic direct or indirect borrow ng of part or al
of the increases in the cash value of such contract
(either fromthe insurer or otherw se).

* * * * * * *

(c) Exceptions.--Subsection (a)(3) shall not apply to any
anount paid or accrued by a person during a taxable year on
i ndebt edness incurred or continued as part of a plan referred to
i n subsection (a)(3)--

* * * * * * *

(3) if such anbunt was paid or accrued on i ndebtedness
i ncurred because of an unforeseen substantial |oss of incone
or unforeseen substantial increase in his financial
obligations * * *,

4 There is no evidence in the record that the loans in
guestion were “incurred or continued to purchase or carry” single
premumlife insurance or endownent contracts, within the neaning
of sec. 264(a)(2). Moreover, the exception contained in sec.
264(c)(3) pertains only to plans referred to in sec. 264(a)(3),
whi ch specifically excludes single prem umcontracts.



was nondeducti bl e personal interest under section 163(h),
however, the issue is noot.

We hold, therefore, that petitioners are taxable on
distributions fromtheir termnated policies in the anmount of
$38, 117 and are not entitled to deductions for interest paid on

their policy |oans.

Subst anti al Under st atenent of | nconme Tax

Respondent al so determ ned an accuracy-rel ated penal ty under
section 6662 for a substantial understatenent of tax for taxable
year 1995. Section 6662(a) inposes a 20-percent penalty on the
portion of an underpaynment of tax attributable to, anong ot her
t hi ngs, a substantial understatenent of incone tax, which is
defined as an understatenent that exceeds the greater of 10
percent of the tax required to be shown or $5,000. Sec.
6662(d)(1)(A). Petitioners reported total tax of $6,231 and
understated their tax in the anmount of $10,756. Therefore, there
was a substantial understatenent of tax.

Any understatenent is reduced to the extent that it is
attributable to an itemthat was adequately disclosed and has a
reasonabl e basis, or for which there was substantial authority
for its tax treatnent. Sec. 6662(d)(2)(B). Notw thstanding that
petitioners were issued Forns 1099-R i ndicating taxable
di stributions upon termnation of their insurance policies,

petitioners made no disclosure on their return of the rel evant
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facts affecting their exclusion of these ambunts from gross
i ncone. See sec. 6662(d)(2)(B)(ii)(l). Petitioners have
established no substantial authority for excluding these anounts
fromincone.

Accordi ngly, we sustain respondent’s inposition of the
accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be entered for

respondent.



